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EDITORIAL DEPARTMENT NOTE 


Inherent in all post-war planning for business is the need for 
assuring the financial solvency of the individual units which com- 
prise American industry. Financial planning must be based on ac- 
counting facts and a sound interpretation of the situations revealed 
by these facts. The article by W. Arnold Hosmer in this issue of 
the Bulletin provides a picture of the effect of high taxes and wartime 
production on the working capital positions of industrial companies, 
and reviews the provisions which may be and are being made now 
to assure that present abnormal conditions and the conditions to be 
expected in the early post-war years shall not destroy the financial 
solvency of industrial companies. 

Mr. Hosmer is Professor of Accounting at the Graduate School 
of Business Administration, Harvard University. He is engaged 
in teaching accounting and in the collection and analysis of business 
cases, many of which were published in his book, Problems in Ac- 
counting. He has been a member of Boston Chapter, N.A.C.A. for 


many years. 

Like many other business institutions, the Harvard Business School 
has had a problem of conversion to wat work and will face a prob- 
lem of reconversion later. Its facilities are used entirely by the 
Army and Navy except for one civilian group of older men being 
retrained for work in war industry. The present article is an out- 
growth of work at the School on problems of industry in the period 
of reconversion to a peace economy. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 


CoPYRIGHTED BY THE 


NATIONAL ASSOCIATION OF 
COST ACCOUNTANTS 


May 1, 1943 


they 
lems 
indu 
panic 
pract 
a of w 
a set 
genci 
the e 
gin 
compe 
data 
and a1 
ly, us’ 
: ence 
; Versio 
Bef 
Wise 
Fruit 
items, 


PROBLEMS IN THE FUNDING OF TAX 
AND OTHER RESERVES 


By W. Arnold Hosmer, Professor of Accounting 
Graduate School of Business Administration 
Harvard University, Boston, Mass. 


ew FUNDING of reserves involves problems lying some- 

what outside the customary lines of industrial accounting, but 
they are operating problems and need, as so many financial prob- 
lems do, the direct experience and keen analysis of the cost and 
industrial approach. ° 

Wide differences exist in the extent to which industrial com- 
panies cover their income tax liabilities by holding tax anticipa- 
tion notes or other government securities. These differences in 
practice involve some rather fundamental problems in the planning 
of working capital, especially since the tax situation is only one of 
a series which includes also such reserves as those for contin- 
gencies and depreciation. As a matter of fact, decisions as to 
the extent of funding involve consideration of liabilities in these 
other areas. 

Problems of this nature may often be approached more real- 
istically by the use of specific instances. We shall therefore be- 
gin with a letter from a controller raising an issue about tax ac- 
cruals as a source of working capital and continue with an ex- 
amination of the income tax liabilities shown by one company from 
1936 to the present and the government securities held by that 
company over the same period. Next we shall examine similar 
data for a representative group of companies in a single year 
and analyze some of the reasons for the differences shown. Final- 
ly, using the tax situation as a basis, we shall explore the exist- 
ence of similar liabilities in reserves for contingencies, recon- 
version, depreciation, and deferred maintenance. 

Before going further, it may be well to define funding, like- 
wise with a specific instance. The balance sheet of the United 
Fruit Company for January 3, 1942, included the two following 
items, in each case below the current section : 
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Asset 
Insurance Fund: 
U. S. Treasury bonds at ee $9,750,000 
Liability 


Reserve for Insurance: 
(represented by U. S. Treasury bonds—per contra) $9,750,000 


This might be described as formal funding; the reserve with its 
credit balance will absorb the charge if a ship is lost at sea, and the 
bonds held on the asset side can be liquidated to meet expenditures 
required in replacement. Usually funding is much less formal, 
consisting in the tax case of the tax liability among current liabil- 
ities and an investment, usually in government bonds and more 
especially tax anticipation notes, among current assets. The basic 
idea is the same, however, the holding of segregated assets against 
a specific liability. 


Tax Accruals as a Source of Working Capital 


The following statement was made in a letter from the con- 
troller of a company making precision instruments which had 
expanded rapidly to meet the war demand for its products. 

“. . . For our last Directors’ meeting I had the problem 
of estimating what the maximum bank borrowings are likely 
to be for our Company for the duration of the war. You can 
imagine that this was not a simple task. . . . One result of 
my investigation brought forth a surprise that I think will 
prove to be true for the majority of companies engaged im 
defense work. Our reserve for taxes will be so large that it 
will be a major source of working capital and, together with 
accumulated earnings, should make it possible for us to carry 
on operations without borrowing very much from the banks. 
We accrue taxes monthly on an estimated basis, and of 
course they are payable quarterly in the ensuing year. 

“I believe this to be an important aspect of operations in 
the future, although I have seen nothing to date in print re- 
garding it. . . . The rub in this situation comes in that the 
minute the present boom stops, unless we are careful, we 
shall be left with a tremendous inventory financed by cash 


1050 


: Pe May 1, 1943 Ma 
V 
Is t 
ent | 
part 
The 
D 
busi1 
flows 
pure 
fund 
not r 
natur 
ered 
prope 
yet p 
At 
financ 
Un. 
do ca: 
and 
in Jan 
so the 
a age in 
as bei: 
J 
F 
M 
The 


0,000 


May 1, 1943 N.A.C. A. Bulletin 


arising from the creation of a tax liability, and the tax bill 
will become payable long before the inventory can possibly 
be liquidat 


What is this process by which tax liabilities finance inventories ? 
Is the controller’s description accurate? These questions involve 
the flow of funds through working capital and especially the differ- 
ent currents which may be distinguished in that flow, in this case 
particularly that connected with taxes. 


The Flow of Funds Through Working Capital 


During the month of January, for instance, cash flows into the 
business as sales are made and receivables are collected. Also cash ' 
flows out in the payment of such expenses as wages and in the 
purchase of materials. As a first approximation the net inflow of 
funds equals net income, but there are some expenses which do 
not require immediate payment in cash, and tax expense is of this 
nature. Leaving other qualifications aside, funds increase in the 
amount of net income plus tax accruals, Depreciation is consid- 
ered below. A portion of the collections during the month may 
properly be thought of as related to the tax expense which is not 
yet payable. 

At the end of the month, the tax reserve appears on the liability 
side, and is balanced by an asset, originally cash, but which may 
have been converted to inventory or receivables. Thus inventory is 
financed through taxes. 

Unfortunately taxes eventually have to be paid, and when they 
do cash goes out. But the company accrues income taxes monthly 
and pays them quarterly in the ensuing year. The provision made 
in January, 1942, may be thought of as being paid March 15, 1943, 
so the company has the use of the funds in the interval. The aver- 
age interval is 13 months if we think of each month’s provision 
as being centered in that month. 


January 15, 1942—March 15, 1943.......... 14 months 
February 15, 1942-March 15, 1943......... 13 months 
March 15, 1942—March 15, 1943........... 12 months 


The situation is similar for successive quarters. 
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If a company purchased $100,000 per month from a supplier, 
payable quarterly in the ensuing year, it would have the use of 
$1,200,000 to $1,400,000 of cash, averaging $1,300,000, and could 
use this cash to finance inventories or receivables. The situation is 
similar with respect to taxes. In a recent address a banker referred 
to “tax accrual money,” “bank loan money,” and other sources of 
gross working capital and compared them from the point of view 
of the borrower. Being accountants, his audience understood the 
references, but it is my experience that this subject is not always 
well understood among business men in general. 

This whole situation is of course consistent with the source and 
application of funds technique. Developing a source and applica- 
tion of funds worksheet with emphasis on the tax reserve is an 
interesting means of tracing the process. 

The controller referred to the fact that his reserve for taxes 
was growing, presumably as the result of both larger taxable in- 
come and higher rates. This does not complicate the problem for 
it simply means that as the reserve increases the working capital 
related thereto increases also. 


The Post-War Problem 

A very significant fact is pointed out by the controller in his 
second paragraph. If present contracts with the Government and 
with war producers are cancelled at or soon after the end of the 
war, sales and new tax accruals will drop sharply, but tax pay- 
ments based on the high earnings of the preceding year will become 
due. If the funds arising out of tax accruals are used to finance 
inventory and receivables during the war, these assets may not be 
liquidated rapidly enough to meet tax payments when due. Whether 
they will or not depends upon the nature of the inventories, the 
type of customers to whom sales are made, cancellation clauses, 
and a number of other factors. 

At this point it seems possible to reach the conclusion that the 
controller whose letter was quoted above was right; the process 
of reserving currently for taxes payable later does provide cash, 
much as bank borrowing does. Where “tax accrual money” is 
used to finance inventories and receivables, it is clear that difficulties 
may arise in a year of declining sales if the tax debt becomes pay- 
able before inventory and receivables can be liquidated. 
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Funding Reserves for Income Taxes—Analysis of a Specific 
Instance 

The extent to which it is desirable to fund tax reserves can be . 
effectively examined in a specific case; the amount carried at any 
time expresses the management’s judgment as to where the balance 
of advantage lies, considering the conditions faced by the company 
and all the factors bearing on the decision. The experience of 
General Motors is interesting in this regard because the amount of 
bonds held increased to a peak of $309 millions at September 30, 
1941, and declined to only $95.8 millions a year later. Selected data 
from the company’s reports are given in Exhibit 1. 

In 1936 “United States and Foreign Income and Excess Profits 
Taxes and Surtaxes” was shown at $43.7 millions as one of the 
current liabilities. At the same time the company held $5.0 mil- 
lions as “United States Government Securities at Cost” among 
current assets, or 11.4 per cent of the liability. The asset was 
not set out on the balance sheet under a title indicating that it was 
held against the reserve, contra, as is sometimes done; rather the 
bonds were held as part of the total current assets of the company, 
and the question whether they were directly related to. the tax 
liability was one of intent on the part of the management. Assum- 
ing that the bonds were purchased with some consideration of the 
tax liability, this might be described as informal funding, but the 
percentage was low. 

The amount of bonds held increased very rapidly in 1938 and 
1939, preceding the increase in the tax liability, so that the per- 
centage of coverage reached 281.4 per cent at December 31, 1939. 
Thereafter total governments held continued to increase but the tax 
liability increased also so that the percentage of coverage declined, 
although it remained for some time above 100 per cent. The policy 
of funding appears to have been definite at this stage, resulting in 
the segregation of somewhat more working capital in the form of 
government bonds than that which arose in the tax process. The 
situation became more explicit in September, 1941, when $200 
millions of tax anticipation notes were held as opposed to $203.6 
millions of tax liability, and there was an additional investment of 
$109 millions in other government securities. 

The policy of holding government securities in an amount 
greater than the tax liability was the reaction of a very competent 
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, 1943 

~ a financial management to a whole array of factors affecting the ad- 
ministration of working capital; one doubtless was the mounting 

9 tax liability—higher than ever before and in September, 1941, 
nearly half of total current liabilities—another the uncertainty of 

» al the period before all-out conversion to war production when the 

£Q future of automobile sales was in doubt. The policy was probably 
conditioned also by the extent of pressure on working capital dur- 

= 8 ing the period. 


September 30, 1941, the last quarter before Pearl Harbor, was a 
turning point in that total government securities declined in the 
ensuing year from 151.8 per cent of income tax liability to 64 
per cent and tax anticipation notes declined from 98.2 to 55.9 per 


434 


$ — cent. The figures for December 31, 1942, are not yet available, but 
4% it will be interesting to observe what the decision of the manage- 
afi ment was as of the end of the year.’ 
+3 Three Reasons for Decrease in Percentage Covered 
ae There were probably three main reasons for the decrease in the 
g S percentage covered. The first was that inventories and receivables 
a= increased $261.3 millions between September 30, 1941, and 1942. 
It was natural that a portion of the heavy holdings of bonds as of 
ras September 30, 1941, should be liquidated to meet the increased 
investment in receivables and inventories, since all of these govern- 
- ment securities were not needed to meet the tax liability. 
s The second was the fact that the uncertainties of the pre-war 
period had in a measure been resolved ; the company was engaged 
2 in all-out production of military goods and had every reason to 
BS believe that it would be so engaged for the duration. The manage- 
ment evidently did not consider it necessary to cover the tax obli- 
e A gations more than 64 per cent, but may plan, as signs of the end of 


the war appear, to increase the coverage against the dangers of the 
first year of reconversion. 


_ 


*The report of the General Motors Corporation for the year ending De- 
cember 31, 1942, came to hand just before this paper was released to the 
Printer. The government securities held at December 31, 1942, consisted 
of tax anticipation notes in the amount of 57.5 millions, which were 42.3 
per cent of income tax liabilities of 136.0 millions. This represented a fur- 
ther decline in the holdings, consistent with the trend since September 30, 
1941, although the amount held was still substantial. 
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A third reason for the reduced holding of tax notes was the 
billion dollar V-loan bank credit arranged in October, 1942. This 
was described in a letter of Alfred P. Sloan, Jr., to the stockhold- 
ers, dated October 31, 1942, which amplified previous announce- 
ments in the press.’ 

“The fact that the amount stated is $1,000,000,000 does 
not mean the Corporation will necessarily borrow the maxi- 
mum amount, or will be required to do so. As a matter of 
fact, that is rather unlikely. But it does mean that the Cor- 
poration has available to it on call at any time within the next 
three and one-third years all the resources that it may need to 
prosecute to the maximum the war effort in which it has 
accepted a truly enormous responsibility, together with the 
means of protecting itself against contingencies or uncer- 
tainties which cannot possibly be entirely foreseen. By so 
doing, the Corporation’s maximum contribution to victory 
is assured, so far as the resources at its command are con- 
cerned.” 

TERMS OF THE AGREEMENT , 

“The credit agreement covers the period October 31, 1942 
to February 28, 1946. The interest rate will be 234 per cent 
per annum on the amount borrowed which will be in the 
form of notes, issued under the credit agreement, having 2 
maturity of not more than 90 days. In addition to this, the 
Corporation will pay a commitment fee of % of 1 per cent 
per annum on the unused portion of the credit. The maxi- 
mum credit available may be reduced by the Corporation on 
ninety days’ notice if desired.”? 


In establishing this credit the company has made a formal agree- 
ment backed by 400 banks which gives it a call on funds it may 
require for a period which we hope will include the first post-war 
year. The term of the agreement could doubtless be extended if 
necessary. 

Mr. Sloan’s letter clearly recognizes the fact that setting up a 


*New York Times, October 17, 1942. 

*Letter of Mr. Sloan to stockholders, October 31, 1942, p. 2. This docu- 
ment of only ten small pages warrants reading by responsible officers of 
other companies. 

1056 


BES 


+. 


oe 


= 

Fun 

| 


May 1, 1943 N. A.C. A. Bulletin 


reserve on the credit side, whether it is a reserve for taxes, and 
thus a liability, or a reserve for contingencies, accomplishes only a 
part of the process of provision for the future contemplated by 
the management which sets up the reserve. The rest of the 
process involves the provision of adequate working capital at the 
right time. 

It is only natural that having made an arrangement for the use 
of funds when they are needed, the extent of funding of the tax 
liability should have been reduced to a total of 64 per cent. The 
important fact is that it was not reduced further. 


Significant Aspects of General Motors Practice 


In summary, there are four aspects of General Motors practice 
which are peculiarly significant for the problem in hand: 

1. There was a gradual increase and decrease in the per- 
centage of government securities held against tax liability, 
indicating an adaptation of company policy to changing con- 
ditions. One of these conditions was increasing pressure on 
working capital. 

2. There has been throughout a definite recognition of the 
dangers of tax liabilities in periods of heavy taxation and 
business uncertainty, and the necessity of making some pro- 
vision on the asset side against a year of declining sales. 

3. The company did present financing to provide for the 
needs of a long-term period; long-term, that is, in the sense 
of what we can now foresee—the war and early post-war 


years. 

4. In spite of this financing the management still found the 
balance of advantage in favor of a considerable holding of 
government securities. 

Funding Reserves for Income Taxes—General Considerations 
There are wide differences in practice among companies in the 

extent to which they cover tax liabilities by holding government 

securities—differences based in part upon conditions faced by the 

companies and in part upon judgment of the managements in 

evaluating those conditions. Comparative data are given in Exhibit 

2 as drawn from the reports of a group of representative com- 
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panies. The facts shown in Exhibit 2 are typical of a period of 
creative accounting thought; there is evidence of active consider- 
ation of the problem and executive action in adapting the amount 
of government securities held to the particular situations of the 
different companies. Uniformity in the per cent of coverage would 
be unrealistic. 


Companies Producing Usual Products 


What different situations may be distinguished among a group 
of representative companies? One is that of a company which is 
producing its usual line of goods and which has reason to believe 
its inventory and receivables will turn over at a reasonably normal 
rate both during the rest of the war period and in the first years 
of peace. The consumer goods industries include instances of this 
type. Several of the companies.in Exhibit 2 selling consumer 
goods carry no government bonds against tax liabilities, probably 
on the basis of reasoning along these lines. 

For such a company the process of providing for taxes monthly 
and paying them quarterly an average of 13 months later will pro- 
vide substantial amounts of working capital which can be used to 
finance inventories and receivables. The critical question is whether 
these current assets can be depended on to liquidate out rapidly 
enough to meet tax payments. 

If they can be depended on, one would not expect much accu- 
mulation of tax notes in such a case except that partial coverage 
might be used if working capital were relatively easy as a hedge 
against delay in liquidation to meet tax liability. In this, as in other 
cases, the use of tax money for plant expansion or dividends is 
very dangerous because such amounts will not be returned in the 
normal process of sale and collection—not at all in the case of divi- 
dends and not rapidly enough in the case of plant. 


Companies Which Have Converted to War Production 


A second situation is that in which there has been a substantially 
complete conversion to war production and the management looks 
forward to a decline—possibly drastic—in that type of sales and 
a period of acute need of working capital during the process of 
reconversion and before sales and collections can be made on the 
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new peacetime products. The timing is uncertain for the major 
elements in the problem—the duration of the war, the collection 
period on cancellation payments, and the rapidity with which new 
products can be gotten on the market. 

There are many companies in this situation, and the tendency 
seems to be for them to carry government securities as a large per- 
centage of tax liabilities. The controller of one such company 
indicated in conversation that his company carried nearly 100 per 
cent of the reserve in tax anticipation notes on the theory that they 
were paying taxes out of the income to which the taxes applied. 
In pursuance of this theory the 1942 report will show tax reserve 
below current liabilities with tax notes deducted in short extension, 
only the nominal balance being extended. A banker raised some 
objection because ratios would be thrown off, but since all figures 
are available this method of showing the facts seems appropriate. 
The companies in Exhibit 2 using this method are indicated by 
footnote. 

The automobile companies are typical: of those which are now 
engaged in an all-out war effort and will have substantial problems 
of reconversion. It is interesting to note that the Chrysler Cor- 
poration had nearly 100 per cent of coverage at December 31, 
1941, and that General Motors had even more at the same date. 


Companies Making Other Provisions 

A third situation is one in which the tax liability is recognized 
and clearly understood, but provision is made otherwise than 
through holding government securities. In some instances market- 
able securities other than governments are used—a problem of in- 
vestment involving questions of security, interest rates, and liquid- 
ity. In other instances heavy cash balances are carried apparently 
on the theory that cash itself is the best provision for this future 
liability, that it can be used for tax or other purposes at the dis- 
cretion of the management, and that interest rates are so low as 
to make investment of excess funds scarcely worth while. It is 
impossible to be sure that this is a proper interpretation, because 
the purpose in carrying excess cash is fundamentally a matter of 
the intent of the management. It would appear, however, that 
some companies with no government securities, but with large 
amounts of cash (Exhibit 2) are carrying that cash in part as a 
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COMPARATIVE DATA ON TAX LIABILITIES AND THEIR 
RELATION TO UNITED STATES GOVERNMENT SECURITIES 
HELD AND OTHER CURRENT ASSETS 


From Company Reports For 1941 


(000 Omitted) 


CurreENT ASSETS 


Cash 
American Smelting & Refining Co.... 9,838 
*Atlantic Refining 18,803 
Curtiss-Wright Corp. 78,082 
Freeport Sulphur Co, 6,661 
*Goodyear Tire & Rubber Co. ......... 13,490 
*Industrial Rayon Corp. .............. 5,636 
*Monsanto Chemical Co. .............. 9,098 
*Sears, Roebuck & Co. ...........0005 45,214 


Standard Oil Company of California... 44,807 
Standard Oil Company (New Jersey) 163,393 


Union Carbide and Carbon Corp...... 55,470 
United Aireraft Corp. 31,754 
United States Rubber Co. ........... 29,136 
United States Steel Corp. ........... 282,063 
§Warner Bros. Pictures, Inc. .......... 9,550 
Caterpillar Tractor Co. .......cccecee0s 5,381 
General Foods Corp. ...........se00. 7,500 
Hershey Chocolate Corp. ............ 1,058 
Jones & Lamson Machine Co. ........ 438 
Liggett & Myers Tobacco Co. ....... 9,423 
Sylvania Electric Products, Inc. ..... 1,177 
F. W. Woolworth Co. ............... 19,591 
Worthington Pump and Machinery 

American Locomotive Co. ........... 6,525 
Kennecott Copper Corp. ............- 84, 


Government 
"Securit 
tories Tax 
Securities Notes 
74,096 12,024 
259 43,906 4002 
4,302 116,881 30,000 
. 169,709 20,000 
10,443 500 
126,711 15,209 
3,475 3,000 
8,015 
3,996 205,490  48,0% 
258 76,576 6,500 
19,966 359,314 38,275 
2,565 97,614 10,020 
107,013 30,000 
10,247 3,000 
650¢ 111,608 9,179 
68 432,251 69,080 
26,669 1,500 
13,377. 1,125 
87,388 
39,037 
71,240 
19,463 
6,865 
2,839 168,584 eos 
178,961 
63 8,454 900 
29,119 
742 33,654 
67,955 


* Tax notes deducted from tax liability; Chrysler has $5,000,000 as asset and $25,- 


000,000 deducted. 
t Government and municipal obligations. 
Source: Company reports. 
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2 
TEIR COMPARATIVE DATA ON TAX LIABILITIES AND THEIR 
TIES RELATION TO UNITED STATES GOVERNMENT SECURITIES 


HELD AND OTHER CURRENT ASSETS 
From Company Reports ror 1941 


(000 Omitted) 
CURRENT s 
ernment Current ASSETS LIABILITIES as Fh. of Income 
Tas 
is. Government Total Income Total ‘ash to Antici- 
pation Current Tax Current Current Current — All Govt. 
Notes Other Total Liability Liabilities Liabilities Ratio ‘otes Securities 
2,024 13,762 25,786 109,720 19,929 38,044 26 288 603 129.4 
4.002 , 67,020 6,408 22,984 82 292 625 62.5 
30,000 30,000 211,652 30,681 84,416 97.8 97.8 
10,000 20,000 273,474 95,977 230,543 34 119 208 20.8 
500 17,604 985 3,576 186 492 S08 50.8 
5,209 15,209 155,409 22,317 49,332 27 315 682 68.2 
3,000 — 3,000 12,111 3,356 4,657 1.21 2.60 894 89.4 
8,015 1,998 10,013 35,217 9872 15,196 im 101.4 
8,096 «+» 48,096 303,551 55,559 119,721 38 254 866 86.6 
6,500 nde 6,500 129,519 4800 25,764 1.74 503 1354 135.4 
8,275 112,6167 150,891 693,621 64,333 187,347 87 3.70 595 2346 
0,020 ..-- 10,020 165,669 49,171 76,848 72 216 204 20.4 
0,000 30,000 170,061 64,043 90,398 35 188 468 46.8 
3,000 11,095 14095 38,431 7,735 17,795 79 216 388 182.2 
9,179 ete. 9,179 154,815 23,843 66,465 4 233 385 38.5 
9,080 ..-. 69,080 783,461 161,030 287,667 98 272 429 42.9 
1,500 979 2,479 38,780 10,981 26,097 37 = 1.49 13.7 22.6 
1,125 1,125 25,804 4734 17,944 62 14 238 238 
105,404 18,700 45,260 40 2,33 
44,418 9,237 16,333 a 
78,740 13,088 29,985 
20,522 3,876 8347 
7,303 3,266 4,706 wee 
181,960 13,786 22,545 42 807. 
900 150 §61,050 11,158 1,722 4,139 28 270 523 61.0 
90,419 16,103 29,753 66 3.04 
30,946 4,000 15,167 ll 
42,445 42,445 194424 37,969 50,990 165 381 .... 111.8 
I 
§ August 31, 1942. 
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substitute for the coverage other companies obtain with govern- 
| ment securities. 


7 Companies Using Available Funds Otherwise 
lg A fourth situation is one which unfortunately is very common; o 
in the expansion of activity and transition to war production have re- b 
og quired such large investments in plant facilities, inventories, and I 
oi receivables that every available dollar must carry its full load and fi 
shy there is nothing available for the luxury of tax anticipation notes. dd 
me Tax accrual money has to be used for financing inventory and re- b 
es ceivables regardless of the probable future liquidity of these as- la 
&§ sets. As one treasurer expressed it, “I am frankly afraid of this p 
: future tax liability, but with our heavy expansion we haven't suf- a 
os ficient funds to make any present provision for it.” It 
ag Companies in this situation are perforce relying on future finan- w 
 § cing either through the banks or otherwise, when and if the need cs 
sae arises. One issue for them is that of timing—whether financing w 
Sls ’ should be done now in order to obtain funds to follow a course 
Beene they might choose, or whether it should be done later, possibly in ‘. 
EB the first year of peace. This aspect of the matter will be consid- di 
ered more fully below. cl 
oh Companies with Available Lines of Credit ne 
a A fifth distinguishable situation exists when a company has ar- “ 
ranged definite lines of credit which enable it to rely on sources of 
funds outside its own operations, as General Motors has done. “ 
This enables the management to make different plans for meeting hi 
5s future tax liabilities than it otherwise would do, although in the li 
eis ’ General Motors case it did not lead them to eliminate a substantial 
holding of tax notes. 
a The list of distinguishable situations could be extended almost . 
 &§ indefinitely, but if carried to its logical limit it would involve con- 
eu : sidering each company separately, for no two companies are quite 
_ alike in the factors affecting present provision for future tax y 
oe liabilities. The differences reflected in Exhibit 2 in the extent to ob 
which government securities are carried against tax liabilities are of 
in part a result of these different situations, but only in part. the 
: There are real differences of opinion even among executives with- pri 
in the same company. im 
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One group contends that all available cash, including tax accrual 
cdsh, should be invested in the business to the extent it is needed 
and that only excess cash not presently needed should be invested 
in government securities. Some believe that holding large blocks 
of governments is an unfortunate effort to take the risk out of 
business enterprise and question holding any security paying only 
I to 2 per cent when the company can presumably earn more on the 
funds in its own business. Members of this group admit that a de- 
cline in sales at the end of the war will create a difficult situation, 
but contend that there are three main reliances: (1) Liberal cancel- 
lation clauses, through which the Government pays for goods in 
process and material commitments at the end of the war, will auto- 
matically bring in funds to meet tax and other obligations. (2) 
It is the function of banks to aid their customers in meeting sudden 
working capital needs. (3) Interest rates are low and securities 
can probably be floated when needed. Executives who think in this 
way do not favor funding tax obligations. 

The second group tends to emphasize long range planning of 
working capital, balancing possible future needs against present 
difficulties. They see the danger of tax liabilities in a year of de- 
clining sales and prefer to segregate tax accrual money in tax 
notes to remove one of the risks in this very uncertain period, even 
at the expense of crowding the present working capital position. 
They tend to answer the charge about trying to take the risk out 
of business by pointing out that there are enough operating risks 
left in all conscience and that many of the most aggressive hard 
hitting managements are making present provision for future tax 
liabilities. Members of this group are actuated by the type of con- 
servatism which finds in some excess of working capital strength 
a desirable provision for the inescapable risks of an uncertain 
future. 

On what do these differences of opinion fundamentally depend? 
May they be in part resolved? We can presumably agree on the 
objective. It is, first, to continue the tremendous productive effort 
of American industry in our common war task, and second, for 
the management of each industrial enterprise to bring that enter- 
prise through this uncertain period strong and ready for the equally 
important tasks of peace. 
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Four Factors of Primary Importance 


There are four factors of primary importance in the relation of 
the limited problem we have been considering to this great objec- 
tive. 

(1) Working capital should be planned on a long-term basis 
and at present this should include the first two post-war years. 
Difficulties are real ; plans cannot be made with accuracy, but some 
of the best managements believe the main outlines can be foreseen. 
Tax liabilities throughout the period are a part of this picture. 

(2) The argument based on interest rates overemphasizes a 
minor factor. If a company is enabled through a present financial 
policy to meet future contingencies as they arise, the interest costs 
which may have to be paid will probably not be important. This 
holds even if a company does financing now, and then invests the 
funds in governments at a nominal rate of interest. When a cap- 
tain is handling a ship in a storm at sea, a decision costing his 
owners an additional $1,000 for fuel may still be wise. 

(3) Part of the differences in opinion we have mentioned in- 
volves the extent of reliance managements are willing to place on 
banks and financial markets in the immediate post-war period. A 
firm may have an ample line of credit at present and may assume 
this will be ample after the war although there is no commitment 
on the part of the bank as in the General Motors case. Or invest- 
ment bankers may have offered to float debentures at 27% per cent 
and the management decided against it on the theory that the issue 
could be put out later. 

The American people have a tendency to try to do things all at 
the same time, whether it is buying stock in the late twenties, re- 
trenchment in the early thirties, or making weapons to blast the 
Axis now. It is an amiable characteristic, but careful financial of- 
ficers are somewhat skeptical of conditions in the financial markets 
in the first two years of peace when every firm will be trying to 
get peacetime goods on the shelves and establish a competitive 
position. We need to prepare for peace as well as for war and one 
of the ways of preparing for peace may be to get necessary finan- 
cing done now rather than to issue securities in the first year or two 
of peace when too many others will be trying to do the same thing. 
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(4) In a sense the whole problem reduces itself to a matter of 
timing. Should long-term financing be done now, or later when the 
need is more imminent? Should a working capital position already 
cramped be made more so now, in order to retain liquid funds to 
meet future needs? Some managements have an independent spirit 
causing hesitance over being too dependent on the Government for 
liberal cancellation terms, etc., when the enemy is no longer at our 
gates, or even on bankers, who are somewhat out of the habit of 
vigorous participation in business risks. 

It is just possible that we need now in early 1943 the services of 
active-minded investment bankers (if there are such) to perform 
their important function of gathering private savings for sound 
operating enterprises. If they did obtain from new savers several 
billions of industrial capital, in addition to the war bonds these 
same savers are buying, it would be one of the best methods of 
bridging the gap between present purchasing power and goods avail- 
able for purchase. It would also be highly desirable if war work- 
ers accumulated a sizable stake in American industry. There is 
a shortage of consumer goods; why not carry on with the job of 
selling American industry to the men and women who are Amer- 
ican industry? 

We are getting away from the problem at issue, but these four 
factors seem important in the solution of that problem and they 
are the basis for much of the difference of opinion which exists. 

It has been interesting this winter to discuss these problems with 
responsible officers and to observe how they have analyzed them 
and determined where the balance of advantage lay for their own 
companies. An examination of those reports for 1942 already 
available is also interesting. In general the conclusions executives 
have reached have been very realistic, leading to funding or some 
other definitive provision for meeting tax liabilities in cases where 
that seems indicated, with only a minority in which the dangers 
of the future seem not to have been realized. , 

No simple categorical answer is possible on this matter of fund- 
ing tax liabilities because of the different situations already dis- 
cussed, but it is probably apparent already that I find more realism 
and more hope for the future strength of industry in those com- 
panies which have made definite provision for future tax liabilities. 
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Reserves for Contingencies 

We have examined tax reserves and related assets at length; it 
is not necessary to examine other reserves so fully since they are 
in many respects analagous to those already considered. It is not 
always recognized that other reserves may be similar to the tax 
situation, especially in the aspects we have been considering—the 
existence of liabilities which will require the expenditure of cash 
in the future. There is a certain unity in working capital which 
makes it impossible to decide finally about funding tax reserves 
until liabilities implicit in other reserves are brought into the 
picture. 

The protection involved in a reserve mechanism is essentially 
dual in nature and is not fully achieved unless both aspects are 
kept in mind. The reserve itself, with its credit balance, will ab- 
sorb the charge when it occurs and thus relieve income of the 
future years of the charge. This is true of a reserve for taxes in 
that when taxes are paid the charge is to the reserve and not to 
income. It is also true of a reserve for contingencies since, if the 
contingency occurs, the charge is to that reserve and not to in- 
come. The two are alike in this characteristic. 

A tax reserve is a liability—a current liability, often aptly de- 
scribed as accrued income taxes or under some similar title with 
no use of the word reserve whatever. A reserve for contingencies, 
if the term is properly used, is a prudential reserve, a segregation 
of surplus against a future possibility. But—here is an important 


' point—there is ordinarily a liability implicit even in a contingency 


reserve. When the future contingency occurs, it may be only a loss 
of property—as, for instance, a building destroyed by a tornado— 
but ordinarily there is a liability to spend money for rebuilding the 
structure destroyed. If and when the contingency occurs, cash 
expenditures will probably result. 

This brings us to the second aspect of the reserve process. The 
contingent future cash requirement needs to be appraised in terms 
of its amount and the probability of occurrence, and this estimate 
needs to be brought into the long-term working capital plans. It 
is only when this is done in addition to the setting up of the re- 
serve itself that the full protection of the reserve process is 
achieved. Of course the existence of the reserve on the credit side 
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implies the existence of corresponding assets, but it gives no indi- 
cation of their nature. It is the function of working capital plan- 
ning to see that the assets are in liquid form when needed. 


Reserves for Post-War Reconversion 

Much the same reasoning may be applied to reserves for post- 
war reconversion.! The existence of the reserves will relieve post- 
war years of charges for expenses incurred in what may prove to 
be lean years. But reconversion will take cash and it is important 
that the cash be there when it is needed, because there will be a 
great rush to get reconversion over and get peacetime production 
going. Of course, if reconversion expenditures are made on assets 
such as plant, the plant accounts will be charged and not the re- 
serve, but the cash will be needed just the same. While there may 
be no necessity that a company carrying reserves for post-war re- 
conversion fund them, at least the definite need for cash to make 
them effective emphasizes the desirability, discussed above, of 
bringing industrial enterprises to the end of the war in a strong 
working capital position. 

Reserves for Depreciation 

Depreciation is seldom considered in its relation to working cap- 
ital but there are definite analogies to reserves for income taxes 
and related holdings of government securities—analogies which 
are more definite in some respects than in the case of reserves for 
contingencies discussed above. 

There are two connections between depreciation and working 
capital. Cash is spent for facilities when they are acquired, and 
this is drawn from working capital unless the acquisition is 
financed otherwise. Over the life of the facilities depreciation is 
charged and concurrently the original investment is returned to 
working capital. The reasoning is similar to that in the first sec- 
tion above about the controller’s letter—leading to the conclusion 
that “tax accrual money” is an important part of gross working 
capital. Similarly depreciation leads to “brick and mortar money” 

*“Accounting for Special Reserves Arising Out of the War,” Account- 
ing Research Bulletin No. 13, Committee on Accountin Procedure, Ameri- 
can Institute of Accountants, January, 1942. This bulletin is discussed in 


“War and Accounting Procedures” by George O. May, Journal of Ac- 
countancy, May, 1942, pp. 393-400. 
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in working capital and as in the tax case, problems in the admin- 
istration of these funds necessarily arise. 

During any one year funds flow in from sales—receivables in 
the first instance and then cash as collections are made—and flow 
out for purchases of materials and such expenses as wages. But 
depreciation, while it is an expense, is not an expenditure but 
rather the allocation of costs paid for in the past. Net cash inflow 
tends to equal net income plus depreciation. There are other ex- 
penses which act like depreciation, such as depletion and amortiza- 
tion of bond discount, and of course taxes in the manner already 
considered. But the cycle of conversion is longer in the case of 
depreciation—10 to 20 years instead of 13 months as in the tax 
case. 

There is thus a gradual conversion of plant investment back to 
cash. At the same time certain units of plant are being retired and 
replaced. Replacements take cash. For a mature property during 
normal times there may be a rather close balance between funds 
arising from depreciation and those used on replacements. If so, 
there is no net effect on working capital for “brick and mortar 
money” coming in equals that going out. 

In a period such as 1930-34 replacements were low so there was 
a net flow toward cash, which is one reason why many companies 
were able to pay dividends in excess of earnings then without 
weakening working capital. In a period of business activity, as 
for instance 1939 to the present, replacement and expansion of 
plant were large, absorbing all of the funds arising through depre- 
ciation and more in addition. The net flow in a wave pattern of 
cash connected with plant is one of the most significant factors af- 
fecting working capital on a long-term basis, and is equally signi- 
ficant as a factor in the net investment required for plant. 

A Specific Example 

These relations may be examined in a specific instance. Exhibit 

3 was developed from the relatively complete data on plant in the 


reports of the General Electric Company. It may be observed that 
total investment in new plant (net of plant dismantled or sold) 


oO. J. Cu “Utilization of Corporate Profits in Prosperity and De- 
‘Michigan 


pression, Business Studies, Vol. IX, No. 4, University of Michi- 
gan, 194 
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GeneraL Exvectric CoMPANY 
FUNDS APPLIED TO NEW PLANT FOR REPLACEMENTS AND 
EXPANSION AND FUNDS PROVIDED BY DEPRECIATION 
(000 OMITTED) 


New Plant, Less 
Proceeds from Plant Net Flow of Funds 
Dismantled or Sold* a To Plant From Plant 


$ 1,500 


7,927 
66 


4,409 
20,181 


PerCentof Net 
Depreciation NewPlant New Plant 
1912-1930 , 60 $110,547 
1931-1939 79,373 88, 111 — 8970 
1940-1941 , 35,760 59 24,590 


1912-1941 416,776 290,609 70 126,167 


Source: Company reports 
*Prior to 1931 the figure for “Proceeds” is not given rately, but the 
for plant are evidently net of amounts realized and there- 
consistent with those since 1931. 
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for 1912-41 was $416,776,000, and that depreciation provided 
$290,609,000, or 70 per cent. From 1931 to 1939, $79,373,000 was 
invested in new plant in the form of replacements and probably 
expansion in some divisions, while $88,343,000 was provided 
through depreciation or 111 per cent, leaving a net $8,970,000 to 
be employed for other corporate purposes or retained to finance 
later replacements or expansion. Quite typically, in the next period, 
1940-1941, there was heavy expenditure on plant—a net new in- 
vestment of $24,590,000. 

The over-all expansion which characterized the history of this 
company from 1912-1941 somewhat obscured one important point, 
that after a period when replacements are low there is a tendency 
in an ensuing period for replacements to be high. Although this 
is in part a matter of the business cycle, and in 1940-1941 also ex- 
pansion for war purposes, it is not wholly so, for part of the cause 
lies in the nature of plant itself. The phenomenon might be de- 
scribed as delayed replacement and could be illustrated more clearly 
if similar exhibits were included for companies without such rapid 
expansion. 


The “Liability to Plant” 


This leads up to a significant fact about depreciation which we 
shall refer to as a “liability to plant.” It is true that a reserve for 
depreciation is an offset or valuation reserve and records exhaus- 
tion which has already occurred in the property, so no direct liabil- 
ity exists in the reserve itself. There is, however, a liability im- 
plicit in the depreciation process. This point is important because 
the liability is so often overlooked. When units of plant are re- 
tired they are ordinarily replaced, either in kind or with units of 
similar function and this requires the expenditure of cash. If re- 
placements are needed to maintain a competitive position, the ex- 
penditure is as imperative as the payment of suppliers’ accounts. 
There is thus a “liability to plant” not customarily stated on bal- 
ance sheets which under some circumstances may be large relative 
to stated current liabilities. By “liability to plant” I mean the 
necessity of making expenditures for plant replacement, reconver- 
sion, or expansion, in order to maintain a firm’s competitive 
position. 
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The present all-out productive effort of American industry is 
creating a situation different partly in kind and certainly in degree 
from any faced by industry in a generation—a situation which em- 
phasizes the importance of this “liability to plant.” The time span 
is roughly from the beginning of 1943 to the end of the third year 
of peace. 

During 1940, 1941, and 1942, there was a tremendous increase 
of plant assets, but now many companies have reached their 
planned expansion and are devoting their activities to production 
with facilities at hand, using steel for shells and tanks instead 
of equipment to make shells and tanks. It is not true of all com- 
panies and expansion is still occurring in some industrial areas, 
but as time goes on more and more companies are getting on a 
plateau of all-out production without substantial further expansion. 

Companies in this situation have heavy depreciation because of 
the expanded plant base and the use of accelerated depreciation.’ 
If, for these companies, expansion is out as a policy and replace- 
ments are held down by the desire to get out the production with 
the equipment at hand, and by other factors, then funds arising 
through depreciation will be greater than those going into new 
plant with a resultant heavy movement of converted cash—“brick 
and mortar money”—from plant to working capital. There is a 
danger that the source of these funds will not be realized early 
enough in the period so that proper executive action can be taken 
in their administration. 

To repeat, this situation applies only to companies which are not 
currently expanding but are working at capacity and are charg- 
ing heavy depreciation—a limited group but one likely to grow 
during 1943. The funds arising from depreciation will first be in 
the form of cash and questions will arise as to the uses to be made 
of the cash. The important point is that whatever use is decided 
on should be consistent with the urgent need for plant expendi- 
tures on replacement and reconversion at the end of the war.? 

The net flow of depreciation money toward working capital will 
begin for a particular company when its expenditures on replace- 


Stempf, “Accelerated Depreciation,” N.A.C.A. Bulletin, 
arc 

*I have examined this particular problem at some length in “Funding De- 
Preciation and Maintenance Reserves Under War Conditions,” Harvard 
Business Review, Spring, 1943, Vol. XXI, No. 3. 
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ment and expansion decline (a number seem to have reached that 
point about the beginning of 1943) and will continue presumably 
until the end of the war. The other phase of the process, the urgent 
demand for replacement and reconversion expenditures, will reach 
its peak in the first two years of peace when there is likely to be 
a rush to get peacetime goods on the shelves and establish a com- 
petitive position. 

Does this mean that depreciation reserves should be funded? No 
categorical answer is possible because it depends on the conditions 
faced by each company. The arguments are very similar to those 
which have been considered above with respect to taxes, but the 
timing is somewhat different. Funding tax liabilities is a well 
established and fairly customary procedure but the suggestion that 
a definite fund, invested presumably in government bonds, be 
carried against depreciation reserves is by no means so familiar. 

At least it seems reasonable to conclude that the phenomenon we 
have referred to here as a “liability to plant” warrants careful con- 
sideration as it affects each company and that any liability of this 
nature be included in the plans for working capital during the rest 
of the war and the early post-war years. Working capital is avail- 
able for many corporate purposes, and it may be that a portion of 
the government securities indicated in Exhibit 2 are in fact held 
for use in meeting plant expenditures after the war. 

Reserves for Deferred Maintenance 

Reserves for deferred maintenance are not widely used. The 
reason is not far to seek since in most industrial enterprises there is 
in normal times little deferred maintenance, and therefore little 
reason to use such a reserve. 

It is possible, however, that in these unusual times a consider- 
able volume of deferred maintenance is being built up. To the 
extent that it is, income is being overstated in current periods if 
no reserve is used and heavy charges will be made against oper- 
ations in future periods when the maintenance expenditures actu- 
ally are made.. It is difficult to estimate the amount of deferred 
maintenance, but it will probably be $1 billion by the middle of 
1943 and $2 billions a year later,1 and may be twice as much if the 


or Collapse”, Harvard Business Re- 


*Sumner Sli , “Postwar Boom 
view, Autumn, 1942, Vol. XXI, No. 1, p. 8 
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pressure on our industrial equipment and the difficulty of doing 
maintenance work both increase. 

Unfortunately it is not possible under the present income tax 
law to use reserves for deferred maintenance in determining tax- 
able income, with the result that such income is overstated to the 
extent that deferred maintenance exists. 

It would be highly desirable if a realistic provision for dealing 
with deferred maintenance could be incorporated in the new tax 
law. It is difficult for a management to determine how much of 
this deferred expense exists and doubly so to establish an amount 
which would stand up in tax proceedings.’ 

A simple method would be to permit a company to charge de- 
ferred maintenance as an expense in any reasonable amount and 
credit a special reserve under the following conditions : 

1. That an equivalent amount be invested in United States 
bonds and held until the cash is needed for maintenance 
expenditures. 

. That all charges to the reserve shall be for maintenance 
which would ordinarily be permitted for tax purposes. 

. That any balance remaining in the reserve be returned to 
taxable income not later than five years after the end of 
the war. 


This method protects the interests of the Government in that it 
would get the cash now and would ultimately get the revenue. It 
would enable business firms to set up reserves for deferred main- 
tenance where it exists, without charging the all too slender sur- 
plus after taxes. If it were permitted for tax purposes, some 
companies might be able to defer additional maintenance until the 
end of the war, saving steel and other critical materials now and 
using them later when steel producers and others will need orders. 

The test above is based on the use of the related funds, not on 
highly complex questions about the condition of the property. Of 
course there are difficulties, but with tax rates as high as they now 
are, business should be permitted, on as simple a basis as possible, 


*To a certain extent deferred maintenance is included in accelerated 
itself has not been allowed fully 
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to charge all valid expenses before the determination of taxable 
income. 

A wise farmer pays particular attention to his horses’ shoulders 
so that they will be able to bear the burden of spring plowing. 
Since American industry is going to have to pay for this war, taxes 
should be arranged so that industry can bear the burden without 
disrupting its other tasks of producing goods and services for the 
American people. 

Many industrial producers will have substantial amounts of de- 
ferred maintenance when the bells start ringing—and will make 
heavy expenditures in the first two years of peace to maintain a 
competitive position. We have here a second type of “liability to 
plant” somewhat different from that already considered, but like 
it in that it is a real liability, large relative to those customarily 
stated on the balance sheet. By this type of “liability to plant” 
I mean specifically the necessity of spending cash to overcome the 
effects of our present all-out efforts and put equipment retained 
in condition to use in competitive production after the war. 


Summary 

We have examined the process by which “tax accrual money” 
is added to gross working capital—a process somewhat similar to 
bank borrowing. The differences in the extent to which this “tax 
accrual money” is invested in tax anticipation notes or other gov- 
ernment bonds depends in part on the situation of particular com- 
panies, and in part on real differences of opinion of the executives 
in charge. 

It was observed that managements have on the whole done a 
very realistic job of appraising where the balance of advantage lies 
for their particular companies in the carrying of government se- 
curities against tax liabilities. 

The tax situation is only one of a series. Tax reserves are 
recognized as liabilities but the liabilities in other reserves such as 
those for contingencies, reconversion, depreciation, and deferred 
maintenance are not so explicit; nevertheless they exist, and may 
be of substantial amounts. 

There is a certain unity in working capital in that it may be 
used for different purposes at the discretion of the management. 
Decisions as to the amount of working capital to be held in cold 
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storage against future needs, in the form of short-term govern- 
ment bonds, need to be based on a consideration of all of these 
liabilities. 

Such decisions need to take into account the several flows of 
working capital from the present to the second year after the end 
of the war. The difficulty of this task is manifest, but the main 
outlines can be foreseen. 

We are in a period of relative stability on an all-out production 
basis which will continue presumably until the end of the war. I 
venture the suggestion that fairly active corporate financing may 
be wise during this period, especially if it could help to close the 
inflationary gap by selling American industry to the men and wo- 
men who are American industry and who now have funds to in- 
vest. This would be true even if the funds obtained were invested 
now in short-term government bonds at some loss in interest. The 
first two years after the war will not be as stable a period as the 
present, because every industrial enterprise will be in a rush to 
obtain the funds, the equipment, and the material to establish its 
competitive position in a world at peace. 

It is in the light of all these factors that decisions concerning 
the funding of tax and other reserves need to be made. 

As indicated previously, the objective is clear: to continue and 
expand the tremendous productive effort of American industry 
until the goal of the armed services and industry is fully and com- 
pletely achieved, and with this, to bring industrial enterprises 
through with their strength unimpaired and their facilities and 
personnel ready for the almost equally important productive prob- 
lems of peace, 
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EDITORIAL DEPARTMENT NOTE 


This is the third and final report in a series based on a questionnaire 
study of the practice of industrial companies in accounting for vari- 
ous types of expenditures arising out of wartime production. In 
addition to information on accounting for depreciation and amortiza- 
tion of machinery and equipment this report contains some general 
comments on the accounting practices revealed by this study, designed 
to aid in the interpretation of the practices reported. 

This study of current practice was conducted under the direction of 
eg D. Ellis, National Director in charge of Research. Officers 
of N.A.C.A. chapters assisted in the collection of the data, which 
was provided by N.A.C.A. members connected with a group of rep- 
resentative companies throughout the country. 
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PRACTICE IN DEPRECIATING AND AMORTIZING 
INVESTMENT IN MACHINERY AND EQUIPMENT 


Compiled by 


The Research and Technical Service Department 
National Association of Cost Accountants 
R. P. Marple, Director 


HE DETERMINATION of periodic depreciation on fixed 


assets has never been a simple matter; today it involves more - 


difficulties than ever before. In addition to determining what 
methods and allowances are proper for book purposes in arriving 
at reported profit and balance sheet values, there is the problem 
of satisfying the Bureau of Internal Revenue on the depreciation 
claimed on tax returns and the further problem of determining 
the depreciation applicable to government contracts, particularly 
in relation to CPFF contracts and in connection with renegotiation. 
The problem is further complicated by the provision of the tax 
law for the special amortization of emergency facilities, resulting 
in the need for separate treatment of two broad classifications of 
assets: (1) those covered by certificates of necessity, which will 
be referred to here as “emergency facilities,” and (2) those not 
covered by certificates of necessity, which will be referred to here 
as “normal facilities.” In using the term “normal facilities” it is 
recognized that in many cases some assets not covered by certifi- 
cates of necessity are as much emergency facilities as those so 
covered ; the term is used in the absence of a more descriptive title 
for assets not covered by certificates of necessity. 

This study has been limited to a consideration of practice in de- 
termining depreciation and amortization on machinery and equip- 
ment in order to reduce the complications which would be involved 
in any consideration covering all fixed assets and to devote atten- 
tion to those assets which are most affected by increased usage. 
Members were asked whether their companies were depreciating 
machinery and equipment— 


a. At normal or usual rates, 

b. At accelerated rates, 

c. Amortizing at 20 per cent per annum, or 
d. Using some other method 
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Space was provided on the questionnaire for reporting the 
method (1) used for book purposes, (2) claimed for government 
contracts, and (3) claimed for tax purposes. This information 
was requested for machinery and equipment (1) where covered 
by certificates of necessity (emergency facilities), and (2) where 
not covered by certificates of necessity (normal facilities). 


ASSETs For WHIcH CERTIFICATES OF NECESSITY OBTAINED 


Of the 299 companies which replied to the questionnaires, 105 
did not report on their practice in accounting for emergency 
facilities. Comments on the questionnaires indicated that in many 
cases this was due to the company not having any assets of this 
type. The practice of the 194 companies which did reply to this 
question is summarized below: 


Claimed for Claimed 
For Book Government for Tax 
Emergency Facilities Depreciated Purposes Contracts poses 


The companies listed as reporting other treatment state that two 
methods are used. Presumably some assets are treated in one way 
and some in another. The companies listed as providing no answer 
are companies which reported the method used for one or two 
purposes, but not for the purpose in question. Thus, there were 18 
companies which did not report the method used for book pur- 
poses, but did report the method used for government contract 
purposes, for tax purposes, or both. The methods used for each 
of the three purposes will now be reported in more detail. Since 
oy this classification (emergency facilities) was created for tax pur- 
“f q poses, we will consider practice for this purpose first. 
q Claimed for Tax Purposes 

! Under Section 124 of the Internal Revenue Code a tax- 
q payer may amortize facilities for which certificates of necessity 
have been obtained over a 5-year period at the rate of 20 per cent 
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per year. This is referred to as special amortization. This section 
of the law is merely permissive and after the certificates are ob- 
tained the taxpayer has the option of electing to use special amor- 
tization or of depreciating the assets at normal or usual rates. 

Of the 177 companies which reported the methods used for tax 
purposes, 136 have elected to apply special amortization to all 
emergency facilities, while an additional 14, listed under “other 


.treatment,” have elected to apply amortization to some of the as- 


sets covered by certificates of necessity. Three of these 14 com- 
panies use normal rates for some assets and special amortization 
for others, 10 use accelerated rates for some assets and special 
amortization for others, and 1 company reports the use of normal 
rates, accelerated rates and special amortization for emergency 
facilities. 

Of the 27 companies which have secured certificates of neces- 
sity but have not elected to use special amortization, 18 report the 
use of normal depreciation rates, 7 the use of accelerated rates, 
one the use of the volume of production or use basis, and one says 
that regular rates are applied to some assets and accelerated rates 
to others. Undoubtedly both the nature of the asset and the judge- 
ment of management with respect to future tax rates have had 
some influence in leading some companies to depreciate emergency 
facilities at normal or accelerated rates for tax purposes. Assets 
of a temporary nature with useful lives of less than 5 years may 
be depreciated rather than amortized—and at accelerated rates if 
operations are in excess of normal. Assets with normal lives in 
excess of 5 years may, in the judgement of management, have 
their costs applied against the income of their life period instead 
of being amortized against the income of the shorter period of 5 
years. 


Used for Book Purposes 

Next let us note the methods being used ‘in depreciating and 
amortizing the cost of emergency facilities for book purposes. To 
what extent are companies reflecting on their books the special 
amortization which is allowed for income tax purposes? The re- 
plies to the questionnaire would indicate that it is quite general 
practice to reflect special amortization on the books when it is 
taken for tax purposes. Of the 136 companies which for tax 
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purposes amortize the cost of all emergency facilities, 117 reflect 
this amortization on the books, while 4 use regular rates, 6 accel- 
erated rates and 1 uses the production volume basis for book pur- 
poses. Eight of the 136 companies did not report on the method 
used for book purposes. 

In addition to the 117 companies which amortize all emergency 
facilities for both book and tax purposes, 4 other companies report 
the use of special amortization for book purposes without report- 
ing the method used for tax purpose, giving a total of 121 com- 
panies which apply special amortization to all emergency facilities, 
out of the 176 which report on book treatment. An additional 15 
companies state that for book purposes special amortization is ap- 
plied to some emergency facilities. Three of these companies use 
amortization in conjunction with normal rates, while 12 use it in 
conjunction with accelerated rates. With only two exceptions - 
those companies which report two methods use the same two 
methods for both tax and book purposes. 

This leaves 40 companies which do not apply special amortiza- 
tion to emergency assets for book purposes. Of these, 24 use 
normal rates, 13 use accelerated rates, and 2 use the production 
volume or usage base for depreciation. A majority of these com- 
panies use the same method for both book and tax purposes. 

While a majority of the companies apply special amortization 
to emergency facilities, several of them point out that only normal 
depreciation is included in production costs and inventories. The 
excess of the amount amortized over normal depreciation is 
charged to profit and loss in some cases and to cost of goods sold 
in others. One company merely reports that the two amounts are 
segregated, while another reports that the excess is booked as 
“special amortization, subject to future consideration.” Since this 
information was not asked for on the questionnaires but was vol- 
unteered, the number of companies reporting this treatment is not 
indicative of the extent to which this practice is followed. 


Claimed for Government Contracts 


At the time the questionnaires were distributed and answered 
the policy of the government agencies with respect to the amounts 
to be allowed in contract costs for depreciation or amortization of 
the cost of emergency facilities had not been made public so that 
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each company in replying to this question was presumably réport- 
ing on what it considered a proper allowance. Since the question- 
naires were completed more definite information on the policy of 
the Army, Navy and Price Adjustment Boards has been made 
available and will be reported later. 

The considerable number of companies which failed to report 
the method used by them for government contract purposes is 
some indication of the uncertainty on this point. Of the 153 com- 
panies which did report, 100 stated that they were claiming special 
amortization on emergency facilities for government contract pur- 
poses, while an additional 12 stated that special amortization was 
being claimed for some of the assets covered by certificates of 
necessity. Of these 12 companies, 11 are claiming accelerated rates 
and I normal rates for those assets which are not being amortized. 

Of the 41 companies which are not claiming amortization for all 
or a part of their emergency facilities, 24 are using normal rates, 
14 accelerated rates, 2 both normal and accelerated rates, and one 
is using the production volume or usage basis. 

Members were asked in a supplementary question whether their 
claims had been allowed when depreciation at other than normal 
rates had been claimed on emergency facilities. Of the 112 com- 
panies claiming amortization, 86 either failed to answer this 
question or stated that this matter had not yet been passed on. 
Twenty-six companies gave affirmative answers; but in 20 cases _ 
there was no explanation other than the answer “yes” and only 
one of these companies had any CPFF contracts. There was no 
indication that any of these companies had completed renegotiation. 
Under fixed-price contracts the question of allowable cost will 
arise only at the time of renegotiation. Six companies gave some- 
what more definite answers, as follows: 

1. “Yes, in over-all renegotiation.” 

. “Yes, after audit of costs.”—This company had no CPFF 
contracts. 

. “Yes, on all contracts audited to date.”—-This company 
had no CPFF contracts. 
“Full 20 per cent rate on emergency facilities has been 
allowed as abnormal period cost variance.” 

. “On certain specific contracts—on others we have re- 
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quested renegotiation to have this question and others 
answered.”—This company has all fixed-price contracts, 

6. “In part.”—Twenty per cent of this company’s produc- 
tion is on CPFF contracts. 


Turning now to the replies of the 16 companies which report 
that accelerated rates are being claimed for depreciation of emer- 
gency facilities for government contract purpose, we find that 7 
of these companies report that the allowance has not yet been 
passed on, 5 answer the question in the affirmative but do not 
supply further comments (3 of these companies have CPFF con- 
tracts), one states that the allowance has been approved “in some 
instances” and the comments of one indicates that the 2.5 per 
cent increase in rate is an adjustment of normal rates rather than 
acceleration. The other two comment as follows: 

1. “Yes, by negotiation.”—Eighty-eight per cent of this 
company’s production is on CPFF contracts. 

2. “Resident Army auditor has accepted accelerated depre- 
ciation. We expect final settlement shortly. Army does 
not accept amortization.” 


Rulings by government agencies since the issuance of the ques- 
tionnaires are quite definite on the matter of refusing to allow spe- 
cial amortization as a part of cost in connection with CPFF con- 
tracts and renegotiations. Navy Department Expense Ruling 
E-13 and War Department Cost Interpretation No. 9 applying 
to CPFF contracts state that special amortization of emergency 
facilities will not be allowed as a part of contract costs, but that 
the depreciation allowed on an asset must be justified on the 
basis of the reasonable useful life of the asset after giving consid- 
eration to all factors. In the Joint Statement on renegotiation pur- 
poses, principles, policies and interpretations issued by the War, 
Navy and Treasury Departments and the Maritime Commission 
on March 31, 1943 the following statement appears in interpreta- 
tion J-PAB-5 (a): 

“In computing net profits before Federal income and ex- 
cess profits taxes of any contractor or subcontractor, for pur- 
poses of renegotiation, the amount of amortization allowed 
under section 124 of the Internal Revenue Code (except 
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hers to the extent of depreciation) will not’be allowed as an item 
acts, of cost. However, the amount of such amortization in ex- 
duc- cess of depreciation will be deducted from such profits and 


not considered as representing excessive profits for purposes 
of renegotiation. In determining whether, and the extent to 


port which, profits remaining after deducting the amount of such 
— amortization are excessive, consideration will be given to the 
at 7 extent that it appears that the contractor or subcontractor 
pa will have residual value in the amortized facilities so far as 
n 


it may be reasonably ascertained. 

aaa If the emergency is terminated during the 5-year period, 
the amortization period may be shortened accordingly, and 

ber. the contractor or subcontractor will be entitled to adjust his 
taxes for prior years, on the conditions stated in the Internal 
Revenue Code, to give effect to the corresponding increase 

this in the deduction taken in each such year, but there is no au- 
thority for reopening renegotiation agreements to give con- 

pre- sideration to this accelerated amortization corresponding to 

does the adjustment of taxes for prior years to which the con- 
tractor or subcontractor may thus become entitled.” 


ae Assets Not CovERED By CERTIFICATES OF NECESSITY 

con- Of the 299 companies for which questionnaires were available, 

ling 14 failed to provide the information on depreciation of normal 

ying facilities. The practice followed by the other 285 companies is ‘ 
ncy summarized below: 

that Claimed for Claimed | 


the , For Book Government for Tax 
Normal Facilities Depreciated Purposes Contracts ‘ur poses 
- At normal or usual rates .............. 195 136 178 
Var, Amortized at 20% per year ............. 2 3 1 q 
sion 18 80 33 
Total Companies 285 285 285 
ane Claimed for Tax Purposes 
noted that 178 of the 252 companies which have reported their 


pur- 
wed Referring first to the claims made for tax purposes it will be 
1115 


| 


N.A.C. A. Bulletin May 1, 1943 


practices use normal or usual rates for tax purposes. An addi- 
tional 14 companies use normal rates for some assets and either 
accelerated rates or amortization for others. Of these 14, included 
under “other treatment,” 12 use normal rates for some assets and 
accelerated rates for others, while 2 report special amortization is 
applied to some assets and normal rates to others. 

In addition to these 14 companies, the “other treatment” group 
includes 4 companies which vary depreciation with production 
volume or use of the facilities and one company which reports that 
the rates used for taxes are “below normal, since not allowed in 
previous return.” It is possible in the case of the two com- 
panies which apply normal rates to some assets and special amor- 
tization to others that the special amortization applies to assets 
whose useful lives will not extend beyond the war period, so that 
these companies feel justified in amortizing the costs of these as- 
sets without having secured certificates of necessity. It is more 
difficult to justify the practice of one company in applying special 
amortization to all normal assets. This company reports that it 
uses this method for book, government contract and tax purposes. 


Used for Book Purposes 


The methods used in depreciating and amortizing normal assets 
for book purposes are very similar to those used for tax pur- 
poses. The differences in number of companies using each method 
for each purpose are due largely to companies which have not 
answered one or the other question. For example, of the 54 com- 
panies which use accelerated rates for tax purposes, 47 use accel- 
erated rates on the books, 3 use normal rates on the books, and 4 
do not report book treatment. Of the 52 companies using accel- 
erated rates for book purposes, 47 use such rates for tax pur- 
poses as noted above, 3 use normal rates for tax purposes and 2 
do not report on tax treatment. 

The 18 companies listed as reporting “other treatment” include 
ten companies which use normal rates for some assets and accel- 
erated rates for others, two companies which use normal rates 
for some assets and apply special amortization to others, one 
company which uses normal rates, accelerated rates and special 
amortization, and five companies which base depreciation on pro- 
duction volume or rate of usage of the equipment. 
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A few companies which report the use of ‘normal rates for book 
and tax purposes state that the rates are adjusted whenever it ap- 
pears that the previous estimated remaining life was in error or 
“based on an annual reappraisal of remaining useful lives.” It is 
possible that some companies which have reported that accelerated 
rates are being used are really adjusting rates based on revised 
estimated useful lives under the provisions of T. D. 4422. This is 
one method of increasing the annual depreciation provision where 
increased activity has the effect of reducing the estimated useful 
life of the facility. 


Claimed for Government Contracts 

Here, as in the case of emergency facilities, we find a large 
number of companies have not reported on the method used “in 
determining the depreciation applicable to government contracts. 
Allowing for the reduced number of replies, practice is divided in 
about the same proportions as for book and tax purposes. The 
16 companies who are listed as reporting other treatment consist 
of II companies using both normal and accelerated rates, one com- 
pany using normal rates and special amortization, and 4 companies 
which base depreciation on production volume. 

The policy of the various Price Adjustment Boards with rela- 
tion to depreciation on assets not covered by certificates of neces- 
sity was stated in their recent Joint Statement as follows: 


“War facilities not covered by Certificates of Necessity, 
representing permanent capital additions for the manufacture 
of war products or materials, are depreciated by the Bureau 
of Internal Revenue, and will be depreciated in renegotiation, 
at the ordinary rates of depreciation for corresponding prop- 
erty. The demands of war production, however, frequently 
require the use of facilities for extraordinary consecutive 
periods of day and night shifts, and under those circum- 
stances the Bureau and the renegotiation authorities may 
allow depreciation on the machinery, but not on the build- 


ings, at higher rates.” 


CoMMENTS ON GENERAL PRACTICE 


Now that all of the statistics have been presented, what gen- 
eral conclusions can be drawn regarding practice in accounting 
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for wartime expenditures? It is proposed here to offer some com- 
ments on various trends and practices revealed by this study in 
the hope that they may aid somewhat in interpreting and using the 
information on practice contained in the three research reports. 
Variations in Practice 

Perhaps the first feature of the reports on practice that the 
reader will notice is the great amount of variation in the methods 
reported. It is only human to want definite and simple answers to 
our problems, and in accounting we often express this desired end 
as “uniformity.” Certainly the methods in use in accounting for 
various wartime expenditures are not uniform when judged by 
answers to the questionnaires. But to a considerable extent the 
questions were superficial since they were concerned with “how” 
the expenditures are accounted for, and only incidentally with 
“why” the methods reported are used. This, of course, is one of 
the shortcomings of the questionnaire method—it is impossible in 
preparing a questionnaire to anticipate all the varying conditions 
which influence the method used. As a result we learn the “how” 
without knowing the “why” of accounting treatment, and often 
the reason for the method used is the most important information. 
If it were possible in connection with each of the types of expen- 
ditures to classify the companies according to the surrounding 
conditions which influence the methods used, it is probable that 
within each group a considerable degree of uniformity would be 
found. 

To illustrate this point let us take the case of direct labor over- 
time premiums. A considerable amount of variation in practice 
was revealed in the report covering this type of expenditure. How- 
ever, a little analysis will disclose that these variations may log- 
ically be the result of different basic conditions in different plants 
rather than differences in accounting viewpoints. In the case of 
a contractor building an army camp or constructing a number of 
ships under a single contract, it may be entirely logical to allow 
the overtime premiums to follow the labor charged at the regular 
rate. In a company using standard costs and operating 48-hours 
per week the inclusion of estimated overtime premiums in labor 
standards and the resulting direct charge for the overtime pre- 
miums may be more logical and give greater accuracy than the 
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treatment of such premiums as overhead. For a company using 
job costs and producing a variety of products for both government 
agencies and commercial customers, application of overtime pre- 
miums through overhead or by some method of proration to jobs 
and products would appear to be the best procedure. Where 
process costs are used and products are costed on the basis of the 
average unit cost of the process or operation for the month, it 
makes little net difference in final product costs whether overtime 
premiums are applied as a direct charge or as a part of overhead, so 
long as they are properly divided between departments, processes, 
operations, and periods. 

In other words, it would be inaccurate to say that industry is in- 
consistent in its accounting methods on the basis of the final treat- 
ment accorded each item without considering the modifying fac- 
tors influencing each individual company. On the basis of the in- 
formation on influencing factors revealed in answers to the gen- 
eral questions and in comments supplied by members, this reporter 
feels that the variations in practice are largely justified by the vari- 
ations in surrounding factors. 

Incidentally, the variations in practice shown by the question- 
naires and the comments above may help to explain why the vari- 
ous government agencies have found it difficult to issue definite 
and uniform rules covering the application of costs to government 
contracts. Undoubtedly it would greatly decrease the problems 
and work of the cost accountant to have all uncertainties removed 
and to have a set of uniform and rigid rules to go by, but anyone 
who has attended a meeting of a committee engaged in the for- 
mulation of uniform accounting methods for a single industry will 
readily appreciate the reaction from accountants and executives 
which would result when it was discovered that such rules did 
not reflect the particular conditions and situations surrounding 
each individual company. It is far better to have general and elas- 
tic rules or even no rule except that the methods shall be in accord 
with good accounting practice, than to attempt to apply a uniform 
method to varied situations. The practical cost accountants of the 
country can be relied upon to make the proper application to the 
specific situation if the government agencies will provide the gen- 
eral rule. 

1119 


943 

om- 
y in 

the 
the 

ods 
's to 

end 

for 

by 
the 
ow” 
vith 
> of 
e in 
ions 

ften 
ion. 

en- 

ling 
that 
| be 

yer- 
tice 
og- 
ints H 
of 
of 
low 

urs 
bor 
re- 

the 


N. A.C. A. Bulletin May 1, 1943 


Direct vs. Indirect Costs 

In the first research report which dealt with practice in account- 
ing for expenditures of the continuing type, reference was made 
to the practice which has developed under conditions of govern- 
ment contract production of treating various expenditures for- 
merly applied as a part of factory overhead as direct charges to 
jobs and contracts. For the purpose of describing the practice in 
that respect, costs applied in this way were described as “appor- 
tioned direct charges.” It is to be hoped that the use of this term 
will not extend beyond that report, for costs which are apportioned 
are not direct charges according to the best meaning of that term 
and the meaning which formerly was attached to it. It is undoubt- 
edly true that the form of the questionnaire encouraged and was 
partly responsible for some members describing as direct charges, 
indirect costs which are accumulated separate from factory over- 
head and applied on a different base from that used for overhead. 
But the fact that “direct charge” was checked on the questionnaire 
is an indication that in the minds of some industrial accountants, 
the term was taken to mean all production costs except those ap- 
plied through overhead rates. It is to be hoped that this viewpoint 
will not prevail, but that the terms “direct charge” and “direct 
costs” may be restricted to those charges and costs which are made 
direct to the job, contract or product because they can be traced 
to or directly associated with the particular job, contract or prod- 
uct. All other costs which must be applied to jobs, contracts and 
products by proration, apportionment, or the use of overhead or 
burden rates are indirect costs. 

While the application of the term “direct charge” to costs which 
are applied on some basis of apportionment is to be deplored, the 
growing practice of segregating various types of indirect costs 
and applying them to jobs, contracts, and products on a base dif- 
ferent from that used for departmental overhead offers promise 
of more accurate cost accounting. All indirect costs do not vary in 
relation to time (either direct labor hours or machine hours) nor 
do they all vary with direct labor cost. In a department or plant 
where overhead is applied on a machine-hour basis, the segrega- 
tion of those indirect costs which are related to the direct labor 
dollar (such as overtime premiums, payroll taxes, etc.) and their 
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application to jobs and products at a rate per dollar of direct cost 
will appreciably add to the accuracy of costs under an actual cost 
plan. If the war period has caused industrial accountants to ex- 
amine more closely their bases for apportioning direct costs, and to 
develop more accurate methods of spreading such costs over jobs, 
contracts and products, there has been a net gain. But let us not 
call costs which are apportioned or prorated “direct costs” just 
because they are not included in overhead rates. ; 


Basis of Spreading Costs Over Time and Production 


All indirect costs are joint costs and the central problem of cost 
accounting is the spreading of these costs over jobs, contracts and 
products, and over periods of time. There are no fixed rules and 
few possibilities for exact measurement. The general rule which 
the cost accountant follows in spreading indirect costs over periods 
and products is that each expenditure should be applied in pro- 
portion to the benefit received by each period or product or in 
proportion to the influence of each period or product in causing or 
making necessary the expenditure. But benefits are difficult to 
measure and the cause and effect relationship is often obscure. 
Costs are needed currently, while the benefits of current expendi- 
tures extend into future periods and over future production. Thus, 
the industrial accountant is in the unenviable position of being 
forced to forecast the future in order to account for the present. 
He must rely on judgment and experience tempered by con- 
servatism. 

Under to-day’s unusual conditions past experience -yields but 
limited guidance, and the application of judgment is made more 
difficult by the uncertainties of the future. Being unable to fore- 
cast or even make a reasonable guess on when the war will end, 
or what the post-war period will bring in the way of use of facil- 
ities and personnel, price control and the relation of government to 
business, all of which bear directly on the application of current 
expenditures to future periods and future production, the indus- 
trial accountant is forced more and more to depend on conserva- 
tism in spreading costs between current and future periods. Here 
he encounters the other horn of the dilemma in tax regulations 
and the provisions with respect to allowable costs for contract 
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pricing and renegotiation which prevent adequate provision for 
future contingencies. 

In one respect conditions of war contract production have pro- ° 
vided some aid in the division of costs between jobs, contracts and 
product, because the size of individual orders has permitted greater 
segregation of work and more frequent application of expenditures 
direct to jobs and contracts. On the other hand the problem has 
been increased under the necessity of making a definite division 
between the costs applicable to government contracts and those 
applying to commercial production. Various elements of cost 
which were formerly excluded from product costs, and applied 
against periodic income (such as inventory adjustments, variances 
from standard costs, unabsorbed overhead, research and develop- 
ment costs, and selling and administrative expenses) must now be 
apportioned. These are the types of costs which provide the great- 
est difficulty in apportionment because of the practical impossi- 
bility of tracing any cause and effect relationship or the incidence 
of any benefits. 

This is the background against which current practice in spread- 
ing expenditures over time and products should be viewed. Is it 
any wonder that practice varies and that judgments differ? In 
addition, the various classifications of non-recurring expenditures 
which have been considered in this study are rather broad classi- 
fications, with the result that quite different situations may be in- 
cluded under any heading. For the prime contractor who is en- 
gaged solely in the production of a war product which is entirely 
different from his peace-time production the problem of applying 
the cost of equipment to products and periods is quite different 
from the problem of a subcontractor who is manufacturing the 
same product as during peace times and supplying it to both prime 
contractors and commercial customers. It may be well to repeat: 
There are no fixed rules and few possibilities for exact measure- 
ment. The applications of joint costs to period and products de- 
pends on sound judgment based on all of the available facts sur- 
rounding the individual case. 
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